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Prize Essay
THE PRINCIPLES WHICH SHOULD GOVERN THE DE
TERMINATION OF CAPITAL AND THE AMOUNTS
AVAILABLE FOR DISTRIBUTION OF DIVIDENDS
IN THE CASE OF CORPORATIONS, WITH SPECIAL
REFERENCE TO THE SYSTEM OF CAPITAL STOCKS
WITHOUT A PAR VALUE
(Continued from The Journal of Accountancy for June, 1924)

By S. Gundelfinger

CHAPTER VIII
Shares

in

Capital Stock—A True Reserve

The one type of true reserve common to all corporations
organized for profit is that portion of the corporate capital which
represents the contribution made or secured to be made by the
shareholders in exchange for their shares in the corporate capital
stock. In the United States, this reserve is itself termed capital
stock, although, strictly speaking, it represents only the fixed
amount of the shares in that stock. In England, the more
accurate designation, capital shares, or share capital, is current.
The law of practically all states now provides that the capital
stock must be maintained intact. It is, therefore, a reserve the
maintenance of which is made compulsory by law. The neces
sity for the compulsion arises from the limited liability of share
holders to the creditors of the corporation. Except in a few
cases, such as that of the stockholders of national banks, the
holder of fully paid stock is free from liability for the debts of
the corporation. This renders it necessary for the protection of
the creditors that the amount of the capital stock be preserved
in some form among the assets of the corporation. To prevent
the diversion of values representing capital stock, corporate
accounts invariably show the share capital separate from other
corporate capital, thereby indicating its nature as a reserve.
In the development of the corporate form of business, capital
stock has undergone a process of differentiation as a result of
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which certain outstanding classes of shares in capital stock are
to be distinguished. The principal classes are common stock
(ordinary shares) and preferred stock (preference shares). All
other designations, in so far as they apply to true share capital,
are merely refinements. Preferred stock may be either cumula
tive or non-cumulative, participating or non-participating. The
reader’s familiarity with the signification of these terms will be
presumed.
The custom of dividing the joint stock of the corporation into shares
made its appearance in connection with the ventures of the early English
trading companies. It is noteworthy that during the early period in the
development of the business corporation the idea of par value for shares
was absent. The innovation marks a later, though imperceptible, devel
opment. Incidental to this assumption that all shareholders prima facie
stand on an equality, it is probable that a par value was assigned to the
shares to indicate that an amount equal to that represented on the face
of the share had been contributed to the venture. That the idea of par
value should so quietly creep in and be accepted apparently without
question and almost immediately become the source of heated conten
tions and endless confusion is enigmatical. (A. J. Harno and R. F. Rice,
“Non-Par Value Stock,” American Law Review, vol. 56, pp. 321, 322.)

That the nominal or par value assigned to shares of capital
stock is in the great majority of cases meaningless is now recog
nized. The capital of a corporation is subject to continuous
change, as is also the market value of its shares of stock. For
many years, also,
the custom has prevailed of issuing paid-up shares of . . . corpora
tions in consideration of property taken at a valuation largely in excess of
its money value. Under the laws of some of the states neither the sub
scription nor the payment of the whole amount of the nominal share
capital of a corporation is a condition precedent to its right to engage in
business and to incur debts. In some cases corporations have even been
authorized by law to issue their paid-up shares at a discount, or, in other
words, to disregard the statements in the charter and in the share cer
tificates as to the amount of the company’s capital and the amount of
the several shares. . . . For these reasons the nominal amount of
the capital of a corporation . . . rarely indicates the amount of its
actual capital, or the amount originally contributed by its shareholders.
(Morawetz, “Shares Without Nominal or Par Value,” Harvard Law
Review, vol. 26, p. 729.)

And in “Comment, Shares Without Par Value” (1921), 21
Columbia Law Review, 278, we read:
Even in cases, however, where stock with par value is fully paid in cash
or in property taken at its actual value, practical experience has shown
that it is quite impossible to maintain a constant equilibrium between the
nominal capitalization of a corporation and its assets. A fortiori, when
such intangible and problematical assets as good will and expectancies are
capitalized, a share can represent only an aliquot part of the total assets,
whatever its par value may be. The nominal face value then is always
a fiction and one which the courts themselves disregard when recognition
of it would be inequitable.
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This does not exhaust the disadvantages of shares of capital
stock having a nominal or par value.
It often happens that a corporation having an established business finds
itself in need of capital and desires to raise the required capital by selling
additional shares at their market value. However, if the market value
of the shares should be less than their nominal or par amount, the corpora
tion would be precluded from raising money by selling shares, inasmuch
as they could not be issued lawfully for less than their nominal or par
amount, while, of course, no one would be willing to pay more than their
actual or market value. The corporation thus would be forced to raise
the required capital by borrowing and increasing its indebtedness, al
though it would be sound business policy and in the interest of its creditors
as well as its stockholders to raise the needed capital by selling shares at
their market value. (Morawetz, loc. cit., p. 730.)

Recognizing the possible abuses and disadvantages incident to
shares of capital stock having a nominal or par value, the legisla
ture of the state of New York in 1912 enacted a statute (act of
April 15, 1912, being sections 19 to 23 of the stock corporation
law) authorizing the organization and reorganization of corpora
tions on the basis of shares of capital stock having no stated
nominal or par value. Similar acts are now in force in more than
twenty states of the American union. Differing in some details,
they are substantially in accordance with the New York law and
have elicited eager response on the part of corporate enterprise.
The usual characteristics of the laws that authorize shares with
out par value are summarized as follows by Thomas Conyngton
(Corporation Procedure, book I, chapter 14):
1. Authorization may be secured upon organization by charter provi
sion, or by amendment of an existing charter. This latter method facili
tates reorganization.
2. The privilege is generally limited to what are termed in New York
“business corporations,” that is, corporations organized for mining, manu
facturing, and mercantile ventures. There would seem to be no reason
why such shares should not be issued by public utility corporations, but
as yet it has not been done and is not authorized in any of the more
important states.
3. The statutes provide that in all cases such shares shall be equal in
all respects. This would be the common law, and it has been reaffirmed
in each state where a no-par-value-stock law has been enacted. Each
share is equal in rights and privileges to every other share.
4. Under these equal rights and privileges any holding of stock entitles
the holder to one vote for each share held, to notice of corporate meetings,
to inspection of the corporate books, to participate proportionately in
dividends after preferred dividends are paid, and to share proportionately
in the surplus after debts are paid and after the preferred stockholders
have been paid their principal and all accumulated dividends.
5. The certificates of shares with no par value must give the number
of shares to which the holder is entitled and should give the whole number
of shares authorized to be issued. As the shares have no par value, it
would seem that the holder should be informed as to whether his shares
are each one-hundredth, one-thousandth, or one-millionth. In New
York this information must be given but in no other state is it compulsory.
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6. All the states prescribe some method of fixing a selling price, but
there is a curious diversity of methods. It may be prescribed in the
charter, but this is objectionable, as one advantage of stock without par
value is that the corporation may sell it for any price it may bring, and
under this plan any change in price would require an amendment of the
charter. Another plan is to have the price fixed by the directors, and
sometimes this must be authorized or confirmed at a majority meeting of
the stockholders. In some states the stockholders by a two-thirds vote
may fix the price.
7. The organization tax varies. In most of the states the tax on organi
zation is computed by assuming that each no-par-value share has a par
value of $100.
8. Another problem has been to fix a valuation of the stock in a cor
poration having shares with no par value, for the purpose of annual taxa
tion. In New York the rule is to take the outstanding preferred stock at
its par value and add the actual sales price of all no-par-value shares that
have been sold. In Pennsylvania the same rule holds. Generally, in
assessing taxes the no-par-value shares are arbitrarily considered to be
worth $100 each. If a corporation issuing such shares desires to do busi
ness in another state, its no-par-value shares are generally treated as if
they were $100 shares.
9. In only a few states is any provision made for preferred stock with
out par value. Instead, where provision is made for the issuance of pre
ferred stock it is usually also provided that such stock shall be of specified
par value and shall likewise be preferred in distribution of assets. In
such case the preferred stock has preference in assets over any no-parvalue stock. No good reason exists why preferred stock should not be
issued without par value. If the preference is as to amount of dividend
paid it could be expressed as so many dollars a share instead of being
expressed as a percentage.

The foregoing description conveys a fairly complete picture of
the still somewhat crude present stage in the development of
shares without a par value. Their chief significance lies in the
elimination of a fictitious dollar-valuation of the individual share
and in openly stating that a share is what it has always been and
no more—a proportionate interest in the surplus earnings of the
corporation and in the assets thereof upon liquidation.
Upon the value of the corporate capital stock the system of
shares without par value has no effect. We have seen in Smith
v. Dana, supra, where the term capital is used in the sense of
capital stock, that it signifies
those resources whose dedication to the uses of the corporation is made
the foundation for the issuance of certificates of capital stock, and which,
as the result of the dedication, become irrevocably devoted to the satis
faction of all obligations of the corporation.

And in Person & Riegel Co. v. Lipps, supra, the court said:
. . . the amount of the capital stock remains the same, notwith
standing the gains or losses of the corporation.

The fact that certain shares of stock are unvalued does not
detract from the validity of these statements of the law. Hence,
the capital stock of a corporation issuing shares without a par
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value is the aggregate amount received or secured to be received
by it in exchange for the shares, and this amount remains the
same, notwithstanding the gains or losses of the corporation.
Nor does it matter that the several shares may be sold at varying
prices. The aggregate received or secured to be received, either
in money or property, constitutes the capital stock, and each
share represents that portion of the capital stock which is equal
to the quotient resulting from the division of the amount of the
capital stock by the total number of shares issued, regardless of
the price at which such individual share may have been sold by
the corporation.
Failure to recognize the principle of equality as between shares
without par value has led to erroneous treatment of such shares
in the valuation of treasury stock. On this subject we quote
from R. J. Bennet and Paul W. Pinkerton (in Conyngton’s
Corporation Procedure, book III. ch. 11, pp. 1125, 1126):
The principle followed in the accounting for par-value treasury stock
was that such stock should be carried on the books at par in order that it
might properly be offset against the total issued stock (which is also
carried at par), because the repurchase of a corporation’s own stock is in
reality a reduction of the capital, at least temporarily. Applying this
same principle to no-par stock, treasury stock should be entered on the
books at the price at which it was originally credited to the capital-stock
account.
Stock of no par value, like par-value stock, may be repurchased by the
issuing corporation at a price differing from that at which it was originally
issued. If it is repurchased above that price, the difference will be a
reduction in the surplus available for dividends, and will be debited to
Surplus account just as in the case of par-value stock. It is especially
necessary in the case of no-par stock to exercise great care to see that the
contributed capital is never encroached on in distributions of surplus
through dividends; and exact entries of the purchase price of treasury
stock are vital on this account in order that the surplus account as well
as the capital-stock account may reflect the true conditions.
No-par treasury stock repurchased at less than its original sale price
must, in the same way, be carried on the books at the original sale price
in order that the capital-stock account may, after the balance in the
treasury-stock account has been offset against it, show the amount
originally received for the stock which is outstanding. The difference
between the original sale price and the repurchase price, or discount at
which it was rebought, may, as in the case of par-value stock, be credited
to contingent profit on treasury stock, or may be considered as creating
a paid-in surplus.
The above principle of entering treasury stock at the value at which
it was originally issued is in greatest favor, but there is another theory
which has some adherents. If different blocks of no-par stock are issued
at various prices, the capital-stock account at any time divided by the
number of shares then outstanding gives the average issuance price of all
stock. . . . There are those who favor bringing treasury stock into
the books at this figure. Since, however, more of the unissued stock
might later be sold at a price which would result in still another average,
this method does not stabilize book entries as it might seem to do; and
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whether such average values should be used in the determination of the
effect upon surplus of the repurchase of stock or whether for this purpose
one should use the price at which the particular shares reacquired were
issued is a debatable point which will probably not be finally settled until
the courts pass on some case of impaired capital.

We are unable to concur in the advocacy of the method
described in the above passage as the one in greatest favor and
maintain that the booking of treasury stock without par value at
an amount based upon a price per share in excess of the average
price involves an impairment of the capital stock. It also implies
the assignment of. different values to shares of stock which the
law prescribes shall be equal in all respects in all cases. Finally,
the method advocated is, in certain circumstances, quite impos
sible of application. Thus, a shareholder who has acquired his
holdings in four or five blocks at varying prices resells a portion
of his holdings to a third party who, in turn, sells to the issuing
corporation. It is utterly impossible for the corporation or any
one else to determine either the identity or the original sale price
of the shares transferred.
Not only do we insist on the average sale price as the only
correct and permissible basis for the valuation of treasury stock
without par value, but we further contend that such treasury
stock requires revaluation upon each succeeding sale of unissued
stock at a price other than such average price. The basis for
revaluation is, of course, the new average price per share.
It has already been pointed out that there appears no good
reason why preferred shares should not be issued without a
stated nominal or par value. Even where the preference is as
to principal, the amount of such preference may be stated in
the certificate without thereby clothing the share with a par
value.
The usual method of stating dividends as a percentage of
capital stock is inapplicable, for practical reasons, in the case of
capital stock represented by shares without a par value. To
avoid misunderstandings, the dividend should be stated not as a
percentage of the capital stock, but as an amount per share.
This applies equally to the statement of the preference as to
dividends in the case of preferred shares without par value.
The concept of the true reserve as applied to the aggregate
amount of shares in the capital stock, regardless of whether or
not such shares have a stated nominal or par value, arises from
the legal definition of the term capital stock and from the uniform
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legal requirement that its amount remains the same, notwith
standing the gains or losses of the corporation.
The amount of the shares in capital stock is not, however, the
only class of reserves the maintenance of which is required by
law. There are types of corporations which must create and
maintain reserves solely in consequence of legal prescription.
The following chapter deals with reserves of this class, as well as
with reserves resulting from other corporate considerations.

CHAPTER IX

True Reserves Other

than

Share Capital

The necessity or desirability of reserving portions of cor
porate capital for purposes other than the distribution of divi
dends we have attributed to the following causes:
1. The inherent nature and purpose of assets represented by
capital;
2. Requirements of law;
3. Contract;
4. Financial and administrative policy.
It is obvious that, in order to be available for distribution of
dividends, an asset must be either in distributable form or readily
convertible into distributable form. Use elements are, therefore,
necessarily excluded from the class of assets available for distri
bution of dividends, and it requires no specific demonstration to
show that a great many exchange elements are likewise unavail
able for physical distribution among shareholders as a dividend.
To the extent, therefore, that such unavailable assets are neither
required nor adapted to offset equivalent liabilities, they con
stitute the proper basis for a reserve or reserves, designated to
correspond to the purpose or purposes for which such assets are
held. Reserve for capital invested in plant and reserve for work
ing capital are typical designations.
As a reserve necessitated by legal requirement, capital stock
has been discussed at length in the preceding chapter. While the
requirement of law with respect to the maintenance of the cap
ital stock is applicable to all corporations organized for profit,
there are specific requirements of law which apply to certain
types of corporations and, with respect to those types, necessi
tate the creation and maintenance of reserves in addition to cap
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ital stock. Thus, national banks are required by law to set
aside annually out of profits certain amounts until a reserve
equal to twenty per cent. of their capital stock has been accu
mulated. And in the case of the intermediate credit banks created
by recent federal legislation it is prescribed that
. . . After all necessary expenses of an intermediate credit bank have
been paid or provided for the net earnings shall be divided into equal
parts and one-half thereof shall be paid to the United States and the
balance shall be paid into a surplus fund until it shall amount to 100 per
centum of the subscribed capital stock of such bank and that thereafter
10 per centum of such earnings shall be paid into the surplus. . . .

The foregoing provision compels the reservation of fifty per
cent. of the net earnings of the intermediate credit banks up to
$5,000,000, the amount of their capital stock and of ten per cent.
of the net earnings thereafter, as a reserve termed surplus fund.
The specific corporate purpose or purposes for which this reserve
is to be created and maintained is not stated, but it must be
assumed that the legal requirement implies such a purpose or
purposes, as we must in the case of the national banks.
More common than legal requirement is contract as a cause
and factor in the creation and maintenance of reserves. We
have already seen that funded debt may be secured, not only by
the property acquired with the proceeds from the sale of the bonds
evidencing such debt, but by all or part of the after-acquired
property. The excess value of all such mortgaged property over
the amount of the outstanding debt secured thereby constitutes
a contractual reserve. Similarly, the excess value of property
pledged as collateral over the amount of the loan is a contractual
reserve. Where the terms of a loan prescribe the establishment
and continuous endowment of a sinking fund, it is necessary to
build up an equivalent contractual reserve pari passu. In all
these cases the capital thus reserved is required for purposes
other than the distribution of dividends.
Contractual reserves of the type described in the preceding
paragraph have no effect on the remaining portion of capital
which, in the absence of other restrictive circumstances, is avail
able for distribution of dividends. There are, however, con
tractual reserves the existence of which precludes distribution of
dividends altogether, regardless of whether or not otherwise dis
tributable capital remains. Such are the contractual reserves
made necessary through failure to pay interest on outstanding
income bonds and through failure to pay dividends on outstand
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ing preferred stock, both cumulative and non-cumulative. Inter
est accrued on outstanding income bonds is not a liability, unless
it can be shown that failure to pay it is due to fraud. But the
terms of the contract with holders of income bonds, both cumu
lative and non-cumulative, necessarily imply that interest must
be paid from profits available for that purpose and thereby arrest
the payment of dividends to stockholders until the income-bond
holders have been paid.
Similarly, dividends on preferred stock, whether cumulative or
non-cumulative, are not, in the absence of fraud, compulsory, but
must, under the terms of the contract with the preferred stock
holders, be paid before the common stockholders are entitled to
a distribution of dividends.
In both cases, reserves measuring the amount of the interest
or dividend, cumulated or single, as the case may be, automat
ically constitute the remaining capital, if any, a contractual re
serve by restriction.
The establishment and periodical endowment of reserves in
obedience to provisions in the articles of incorporation or by
laws of a corporation is another example of contractual reserves.
Reserves resulting from financial and administrative policy
are as varied as the policies giving rise to them. While some of
them constitute capital the reservation of which is required for
corporate purposes other than the distribution of dividends,
others represent capital the retention of which can only be said
to be reasonably desirable. We use this term advisedly, for we
cannot persuade ourselves that the retention of assets represent
ing capital, the desirability of which for corporate purposes other
than the distribution of dividends is asserted on unreasonable
grounds, renders such assets unavailable for distribution of
dividends.
Wide discretion is generally exercised by those directing cor
porate affairs in the matter of reserves. Even where the creation
and periodical endowment of reserves is made a function of the
stockholders’ meeting, the by-laws may confer additional dis
cretionary powers upon the directors. Thus, the by-laws of the
United States Steel Corporation provide, in article V, section 6:
Working capital.—The directors shall not be required in January in
each year, after reserving over and above its capital stock paid in, as a
working capital for said corporation, such sum, if any, as shall have been
fixed by the stockholders, to declare a dividend among its stockholders of
the whole of its accumulated profits exceeding the amount so reserved,

39

The Journal of Accountancy
and pay the same to such stockholders on demand; but the board of
directors may fix a sum which may be set aside or reserved, over and
above the company’s capital paid in, as a working capital for the com
pany, and from time to time they may increase, diminish and vary the
same in their absolute judgment and discretion.

Reserves such as reserve for working capital, reserve for addi
tions and betterments, reserve for development and others cover
a wide range of corporate policy, varying from the recognition of
economic necessity imposed by external circumstances and con
ditions or by well-considered plans to vague impressions as to
the desirability of this programme or that.
More articulate than this type of reserve, and capable of more
exact measurement, are reserves for the replacement of outworn
plant and equipment, reserves for sinking funds maintained not
by reason of contractual obligation but as a result of financial
policy and reserves for self-insurance.
Reserves for employees’ pensions and other benefits, when not
the result of commitments incurred through provisions in the
contract of employment, are true reserves maintained as a matter
of financial and administrative policy.
The anticipation of obsolescence of plant and equipment may
give rise to a corresponding true reserve, the measure and manner
of periodical endowment of which must always be a matter of
foresight in the light of past experience.
Finally, there are unforeseen contingencies which in many a
business require recognition as a matter of policy and supply the
foundation for corresponding reserves for contingencies.
While the foregoing enumeration of reserves cannot claim to
be exhaustive, it is believed to be representative of the more
common and outstanding types of true reserves. Strictly speak
ing, the remaining capital, if any, is the amount available for
distribution of dividends.
Yet, there are two additional reservations of reasonable desira
bility, which it is customary either to designate or consider as
reserves, although they are, in the long run, available for dis
tribution of dividends.
The first of these reserves is what is usually designated as a
reserve for equalization of dividends and is set aside for the time
being, as a matter of financial policy, to stabilize future divi
dends which might otherwise have to be smaller than usual.
Such a policy appears to be sound in a well-established going
concern.
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The other reserve to which we have alluded is the so-called
undivided profit. It arises generally from the reasonable desire
to make the dividend either a round sum or a fixed percentage
of the nominal value of each share. Convenience and custom
have established this usage, as a result of which a relatively
negligible portion of the corporate capital available for distribu
tion of dividends remains undistributed.
The determination of the amount available for distribution of
dividends in the case of corporations is marked by an elasticity
commensurate with the infinite variety of situations and condi
tions surrounding modern business. That this elasticity has been
and is being misused for selfish purposes foreign to the interests
of the corporation, it will be readily admitted. The remedy lies,
not in rigidity of rules, but in a wider and more general spread
of knowledge in respect of the principles underlying the deter
mination of capital and dividends.
This and the good faith which has ever characterized all truly
successful enterprise will ultimately prove to be the safe and
trustworthy guides of legitimate corporate business.
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